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IS INFLATION DEAD OR JUST DORMANT? 
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Consulting Economist 

 
Summary and Major Conclusions: 

 
▪ A major theme of this analysis is that the coronavirus had a notable influence on inflation in 

2020 and could significantly influence the future path of inflation in coming years, but in 

the opposite direction. 

 

▪ The pandemic triggered massive demand and supply shocks. Spending abruptly collapsed as 

consumers and businesses retrenched, causing final demand in the second quarter of last 

year to plunge at a record 30% annual rate. 

 

▪ The pandemic also engendered a supply shock, as business failures, a sharp contraction in 

the labor force, and disruptions to supply chains impaired the capacity of the US economy 

to produce and distribute goods and services. 

 

▪ Conclusions regarding the long-term outlook for inflation involve a rigorous analysis and 

evaluation of whether the supply or demand shock will have a more durable impact on the 

real economy.  

 

▪ My forecast is based upon a dual timeframe for inflation. In the short term, enormous 

economic slack suggests that inflationary pressures are likely to remain subdued. The 

pandemic acted as a sudden demand shock, resulting in massive excesses in the supply of 

goods, services, and labor relative to demand. 

 

▪ However, beginning in 2022, a new inflation cycle could begin, with consumer prices 

possibly rising at the fastest pace in more than two decades. As the world population is 

vaccinated over the course of this year, demand could come roaring back, overwhelming 

supply and providing businesses with pricing power. 

 

▪ The very favorable trends in inflation over the past two decades have contributed to a sense 

of complacency and have convinced both policymakers and financial markets that inflation 

is dead. 

 

▪ Since 2000, core consumer inflation has remained consistently below 2%. Sustained low 

inflation can be attributed to the success of central banks in meeting inflation targets. 

Globalization has also contributed by increasing the supply of goods available for domestic 

purchase. 

 

▪ Other structural forces include the steady rise in cheap Chinese imports, production cost 

reductions derived from technological advances, a decline in unionization, and a surge in 

online shopping. 

 

▪ The central theme of my analysis is that the long-term trend in inflation will approach an 

inflection point within the next two years, wherein the disinflation of the past 20 years will 

give way to a period of reflation. 

 

 

 

As it did following the 2008 

recession, the Fed has once 

again injected massive 

reserves into the banking 

system. However, in the 

current environment, the 

banking system enjoys very 

strong capital and liquidity 

positions, and is well 

positioned to make loans 

once the economy reopens 

and businesses and 

consumers spend freely once 

again. Bank lending of 

excess reserves is the critical 

mechanism for the creation 

of a permanent expansion in 

the monetary supply, which 

is the ultimate source of 

rising inflation. 

 

 

 

 

 



 

1001317-00156-00           Available for Participant Use 
 

2 

February 8th, 2021 

 

▪ Most importantly, the outlook for inflation in the medium term is predicated upon the 

direction of monetary policy. The Fed’s response to the pandemic was overwhelming, 

slashing interest rates and injecting more than $3 trillion of reserves into the banking 

system.  

 

▪ A comparable creation of bank reserves in 2008 and 2009 did not result in inflation 

because the greatly weakened position of banks did not permit them to use these excess 

reserves to make loans. Regulators also imposed strict liquidity requirements on banks 

following the 2008 financial crisis. 

 

▪ The banking sector is currently in excellent health. Consequently, banks will be eager to use 

their excess reserves to resume lending once the economy reopens and loan demand 

recovers. The combination of excess bank reserves and strong loan demand could make the 

rapid growth in the money supply permanent, adding to inflation.  

 

▪ The Fed has also adopted a revolutionary methodology in responding to inflation: Rather 

than tightening monetary conditions preemptively as the inflation rate approaches 2%, the 

Fed has announced its intention to allow inflation to exceed 2% for a while to provide a 

cushion against deflation. 

 

▪ Unprecedented spending by the federal government will reinforce the inflationary effects of 

monetary policy in future years. Including the $900 billion COVID-relief package passed at 

yearend, total federal outlays of $3.5 trillion is equivalent to a record 15% of US GDP. This 

does not include President Biden’s proposed American Rescue Plan. 

 

▪ My forecast assumes that core consumer inflation will rise to 2% by the end of this year and 

to 2.5% by the end of 2022. It is not unreasonable to expect inflation to climb to 3% to 4% 

in 2023 and beyond.  

 

▪ A rising trend in inflation should trigger a tightening response by the Federal Reserve, 

adding upward pressure on long-term interest rates. Because of the very strong correlation 

between bond yields and equity market valuations, rising yields will exert downward pressure 

on price-to-earnings (P/E) ratios. 

 

▪ In the end, the outlook for inflation is predicated upon Federal Reserve policy. If the Fed 

fails to act preemptively when the economic expansion becomes self-sustaining, presumably 

early next year, inflationary pressures will begin to build, with their customary time lags.  

 

 

 

 

 

The major conclusion of this analysis is that the coronavirus pandemic had an 

important influence on inflation in 2020 and could significantly influence the future 

path of inflation in coming years – but in the opposite direction. The pandemic-

induced recession was unique in modern economic history and triggered a massive 

demand shock: Spending abruptly collapsed as consumers and businesses retrenched 

in the face of a surge in infections and deaths. US final demand plunged at a record 

annual rate of 30% in the second quarter.  
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However, the pandemic also engendered a supply shock, as business failures, a sharp 

contraction in the labor force, and disruptions to supply chains impaired the capacity 

of the US economy to produce goods and services. The basic challenge for investors 

is to evaluate whether the supply or demand shock will have a more durable impact 

on the real economy, with implications for long-term inflation.   

 

Economic Slack: There are both short-term and long-term drivers of inflation. In the 

short term, enormous economic slack brought about by the pandemic means that the 

supply of goods and services will remain plentiful relative to demand. Consequently, 

wages and prices are likely to remain under downward pressure, keeping inflation 

below 2% through most of this year (see chart 1).  

 

Monetary Policy: In the long term, there is cause for concern regarding a resurgence 

in inflation, possibly evident as early as 2022. The pandemic has unleased several 

powerful forces that over time could exert persistent upward pressure on the inflation 

rate, discussed below. Most importantly, the pandemic brought about a major 

strategic change in the manner in which monetary policy is conducted, increasing the 

probability of rising inflation in future years.      

 

LONG-TERM INFLATION: GOVERNMENT 

 

Sustained periods of high inflation can always be traced to government policies. The 

central theme of my analysis is that the long-term trend in inflation could approach 

an inflection point within the next two years, as the disinflation of the past 20 years 

gives way to a period of reflation. There are numerous factors at work but the most 

important by far pertains to the Federal Reserve. 

 

 

Chart 1: Inflation Under Good Control 

Core Consumer Price Index 

Percent Annual Rate 

Source: Bureau of Labor Statistics
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Federal Reserve Policy: The outlook for inflation in the medium term is predicated 

upon the direction of monetary policy. The Fed responded overwhelmingly to the 

economic collapse in the spring, slashing interest rates to zero while injecting more 

than $3 trillion into the economy. Growth in the money supply surged from 5% to 

25%, the fastest growth rate in nearly a century (see chart 2). 

 

▪ New Methodology: The Fed has also adopted a revolutionary methodology 

in responding to inflation: Rather than tightening monetary conditions 

preemptively as the inflation rate approaches 2%, the Fed has announced 

its intention to tolerate higher rates of inflation, in excess of its official 2% 

target, to provide a cushion against deflation. There are considerable risks 

associated with this new methodology because inflation is difficult to 

reverse once it reaches unacceptably high rates.  

 

▪ Unintended Consequences: Therefore, an initial policy rate increase when 

inflation is (say) 2.5%, rather than 1.8%, could result in an inflation rate 

of 3% or higher in a year. Federal Reserve officials are so fearful of 

deflation that they appear to be willing to accept this risk of higher 

inflation. 

 

Fiscal Policy Stimulus: Unprecedented spending by the federal government will 

reinforce monetary policy in future years. Federal expenditures of $3.5 trillion during 

2020 was equivalent to a record 15% of US GDP. President Biden’s proposed 

American Rescue Plan could add another $1 trillion this year, bringing the total to 

nearly $4.5 trillion, or a cumulative total of 20% of US GDP. Stimulus of this 

magnitude is a major risk to price stability, with a time lag of two years.  
 

 

Chart 2: Fastest Money Supply Growth on Record 

The M2 Money Supply, Annual Growth Rate 

Source: Federal Reserve 
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▪ Fiscal Deficits and Money Supply: A reliable rule of thumb involves the 

relationship between the growth rate in the quantity of money and the 

issuance of debt by the Treasury to finance the deficit. Historically, when 

money supply growth outstrips that of new Treasury debt sales, as is 

currently the case, inflation has typically emerged.  

  
FEDERAL RESERVE: 2020 VERSUS 2009 

 

Many observers were surprised that inflation failed to materialize in the years 

following the 2008 Great Recession. The fear at that time was that the adoption of 

quantitative easing (QE) by the Federal Reserve – incorrectly referred to as “printing 

money” – would unleash a wave of inflation. Under QE, massive outright purchases of 

government bonds by the Federal Reserve resulted in a fourfold increase in the Fed’s 

balance sheet from $900 billion to more than $4 trillion. This massive increase in 

Fed assets was accompanied by an equal increase in bank reserves. Yet, core 

consumer inflation averaged less than 1.8% over the decade that began in 2010. 

 

Bank Reserves: Why did this massive injection of liquidity into the financial system 

not result in higher inflation? The explanation is somewhat complex but involves the 

interaction between the Federal Reserve and the banking system. Specifically, an 

escalation in bank reserves is not sufficient to create higher inflation. Reflation also 

requires that banks use these extra reserves to increase lending.  

 

Excess Bank Reserves: The massive reserves injected into the banking system in the 

aftermath of the Great Recession were not transformed into bank loans because of 

the massive deleveraging of private sector balance sheets at that time. The surplus of 

reserves from the Fed simply became excess reserves on bank balance sheets, or 

cash, rather than loans.   

 

Bank Lending: Fast forward to 2020. Once again, the Fed has injected massive 

reserves into the banking system. However, in the current environment, the banking 

system enjoys very strong capital and liquidity positions. Therefore, banks will be 

eager to make loans once the economy reopens and businesses and consumers spend 

freely once again. Bank lending is the critical mechanism for the creation of a 
permanent expansion in the monetary supply, which is the ultimate source of rising 
inflation.  

 

In short, the outlook for inflation is predicated upon the aggressiveness in which the 

banking sector expands lending as the economy improves. The outlook for inflation 

also depends upon how quickly and aggressively the Federal Reserve reverses its 

policy of extreme monetary accommodation under its new policy regime in targeting 

inflation. Investors should be prepared for upside surprises in inflation in 2022 and 

2023. 
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LONG-TERM INFLATION: PRIVATE SECTOR 

 

In addition to government monetary and fiscal stimulus, there are numerous private 

sector and free market factors at work that could ignite an acceleration in inflation in 

the long term, the most important of which can be summarized as follows: 

 

1. Industry Consolidation: One of the legacies of the pandemic is a gradual 

but steady consolidation of key industries, a result of widespread failures of 

small and mid-sized firms and a rising market share of industry leaders. 

Increased monopoly power could increase pricing power for dominant 

firms, adding to the risk of inflation.    

 

2. Skilled Labor Shortage: Although the US labor market is likely to be well 

supplied over the next two years, the unemployment rate should begin to 

decline more rapidly beginning in 2023. However, of greatest importance 

is the unemployment rate for workers with college and graduate degrees, 

which has already declined to near 4% and could decline rapidly along 

with an improving business environment, creating a shortage of skilled 

workers (see chart 3). 

 

3. US Dollar: The domestic inflation rate is influenced by long-term trends in 

the foreign exchange rate. By increasing the US dollar cost of foreign 

imports, a weak dollar exerts upward pressure on domestic inflation. In 

addition, domestic producers gain increased pricing power from the price 

umbrella provided by a declining dollar. My forecast assumes that the US 

dollar is in a declining trend that could persist for several years, adding to 

inflationary pressures in 2022 and 2023 (chart 4). 

 

Chart 3: Massive Worker Exit From US Workforce 

Labor Participation (%) Rate 

Source: Bureau of Labor Statistics
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ECONOMIC AND INVESTMENT IMPLICATIONS 

 

Inflation is a crucial variable in the outlook for both the economy and the financial 

markets. The thrust of monetary policy, the rate of economic growth, yields in the 

bond market, and company earnings are all impacted by the trend in inflation: 

 

▪ Monetary Policy: The timing of the next Fed tightening cycle is dependent 

upon the course of inflation. The catalyst for a reversal in monetary policy 

will be a build-up in inflationary pressures and a rise in inflationary 

expectations. 

 

▪ Bond Yields: The bond market is heavily influenced by the outlook for 

inflation. Bond yields always rise in advance of a rate-tightening cycle 

(chart 5). 

 

▪ Equity Valuations: A study of stock market history reveals a very strong 

negative correlation between government bond yields and equity price-to-

earnings (P/E) ratios. Currently elevated P/E ratios are consistent with bond 

yields at historic lows. 

 

 

Chart 4: US Dollar Bear Market Should Persist Throughout 2021 

US Dollar Index 

Source: Bloomberg 
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Chart 5: Corporate Bond Yields Near an All-Time Low 

Yield to Maturity, Investment-Grade Corporate Bonds 

Source: Bloomberg Barclays
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▪ Company Profitability: Inflation has a twofold impact on profit margins. The 

initial rise in inflation results in a widening in profit margins because 

selling prices tend to rise sooner than wages. Only after inflation has 

settled at a higher rate do wages catch up to prices, resulting in margin 

erosion. 

 

▪ Credit Quality: Higher inflation helps debtors because of the faster growth 

in assets versus debt. Stated differently, the real value of debt declines 

more rapidly over time in a climate of higher inflation.  

 

Price stability is consistent with a healthy economy and healthy financial markets. 

The excellent returns in the equity market since the mid-1990s can be attributed in 

large measure to the consistently low level of inflation over this period. However, I 

expect inflation to become a serious investment issue within the next several years.  

 

Inflation should not be an issue during the next 12 months. However, investor fears 

of rising inflation could become a reality as early as 2022, and almost certainly in 

2023 and 2024. Investors must pay close attention to the conduct of monetary 

policy in 2022 and to the speed and aggressiveness at which the Fed shifts to a more 

restrictive stance as economic conditions strengthen and as inflationary expectations 

drift higher.  
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This material is intended to provide information only. This material is not intended as advice or recommendation about investing or managing your retirement 
savings. By sharing this information, Prudential Retirement® is not acting as your fiduciary as defined by the Department of Labor or otherwise. If you need 
investment advice, please consult with a qualified professional. 
 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding 
the suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned 
herein, the recipient(s) of this report must make its own independent decisions. 
 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory 
trends as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
contemplated in such forward-looking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No 
representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 

Bloomberg Barclays US Aggregate Bond Index: is a broad base, market capitalization-weighted bond market index representing intermediate term 
investment grade bonds traded in the United States. Investors frequently use the index as a stand-in for measuring the performance of the US bond market. 

Dow Jones Industrial Average: is a stock market index that measures the stock performance of 30 large companies listed on stock exchanges in the 

United States. 
 
MSCI World Excluding US Equity Index: is a stock market index comprising of non-U.S. stocks from 23 developed markets and 26 emerging markets. 

The index is calculated with a methodology that focuses on liquidity, investability, and replicability.  
 
NASDAQ: is an American stock exchange at One Liberty Plaza in New York City. It is ranked second on the list of stock exchanges by market capitalization 
of shares traded, behind the New York Stock. 
 
Russell 2000 Index: is a small-cap stock market index of the smallest 2,000 stocks in the Russell 3000 Index. It was started by the Frank Russell 
Company in 1984. The index is maintained by FTSE Russell, a subsidiary of the London Stock Exchange Group. 
 
Russell 3000 Growth Index: is a market capitalization-weighted index based on the Russell 3000 index. The Russell 3000 Growth Index includes 
companies that display signs of above-average growth. The index is used to provide a gauge of the performance of growth stocks in the United States. 
 
Russell 3000 Value Index: : is a market-capitalization weighted equity index maintained by the Russell Investment Group and based on the Russell 3000 
Index, which measures how U.S. stocks in the equity value segment perform by including only value stocks. 
 
S&P 500® Index: Measures the performance of 500 widely held stocks in US equity market. Standard and Poor's chooses member companies for the index 
based on market size, liquidity and industry group representation. Included are the stocks of industrial, financial, utility, and transportation companies. Since 
mid-1989, this composition has been more flexible and the number of issues in each sector has varied. It is market capitalization-weighted. 
 
These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or any investment management services and should not be used as the basis for any investment decision. Past performance is 
not a guarantee or reliable indicator of future results. 

The information provided is not intended to provide investment advice and should not be construed as an investment recommendation by Prudential 
Financial or any of its subsidiaries.     
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